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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency in
petitioners R WII|iam Becker and Mary Ann Becker’s Federal
i nconme tax of $615,681 for their 1996 taxable year.! Respondent
determ ned the follow ng deficiencies in petitioner Becker

Hol di ng Corporation’ s Federal incone tax:

Tax Year Ended Defi ci ency
Sept enber 30, 1993 $1, 566, 852
Sept enber 30, 1994 86, 973
Sept enber 30, 1995 245, 644

After concessions,? the sole issue for decision is what portion,
if any, of the consideration paid by Becker Hol di ng Corporation
(BHC) to R WIIliam Becker (WIIliam Becker) in redenption of
W liam Becker’s stock in BHC should be allocated to a covenant
not to conpete.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of fact and the attached exhibits are
i ncorporated herein by this reference. At the tine the petitions

were filed, WIlliamand Mary Ann Becker resided in Vero Beach,

1 Amounts are rounded to the nearest dollar.

2 In a Stipulation of Settled Issues, filed Jan. 9, 2006,
i n docket No. 6400-03, petitioner Becker Hol di ng Corporation and
Subsi di aries (BHC) and respondent agreed to various adjustnents
to BHC s Federal inconme tax liability for the tax years ended
Sept. 30, 1993, 1994, and 1995.
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Florida, and BHC was a Florida corporation wth its principal
pl ace of business located in Ft. Pierce, Florida.

Ri chard E. Becker (M. Becker) and the Becker fam |y have
been engaged in various aspects of the Florida citrus industry
since at |east the 1950s. On Decenber 28, 1983, BHC was
i ncorporated by M. Becker for purposes of estate planning and
the continuation of the famly business.

M. Becker was the father of WIIiam Becker, Barbara Hurl ey,
and Jo Ann Becker. WIIliam Becker was well known in the citrus
i ndustry. He was appoi nted by the Governor of Florida to two
consecutive 3-year terns on the Florida Ctrus Conm ssion and was
el ected chairman of the conmi ssion for 5 consecutive years.?

As of February 22, 1991, M. Becker was BHC s chairnan of
the board, WIIliam Becker was BHC s chief operating officer and
ran its day-to-day operations, and Barbara Hurley and Jo Ann
Becker had |limted involvenent in BHC. As of February 22, 1991,

BHC s stock was owned as foll ows:

3 The Florida Citrus Comm ssion consists of 12 nenbers
appoi nted by the Governor of Florida, neets on a nonthly basis,
and oversees and guides the activities of the Departnent of
Ctrus. The Departnent of Citrus carries out the Florida G trus
Commi ssion policy and acts as the comm ssion’s staff by
conducting a wde variety of prograns involving marketing
research and regul ati on.



Class A Class B
voti ng nonvoti ng
preferred preferred Nonvot i ng
Shar ehol der st ock st ock commpn st ock
Ri chard E. Becker 3 - 0- - 0-
Ri chard E. Becker
Revocabl e Trust 860 - 0- - 0-

Ri chard E. Becker

Li ving Trust - 0- 4,500 - 0-
Lillian M Becker?

Li ving Trust - 0- 3,281 - 0-
W1 1iam Becker? 1 256 1, 000
Bar bara Hurl ey 1/ 2 36 500
Jo Ann Becker 1/ 2 36 500

Tot al 865 8, 109 2,000

I Lillian M Becker was the wife of M. Becker.

2 WlIliam Becker had only a life estate in his single share
of Class A voting preferred stock.

Fam |y di sputes regarding the nmanagenent and control of BHC
ultimately resulted in the termnation of WIIliam Becker’s
enpl oynent wth BHC on February 22, 1991. Over the next 3 weeks,
negoti ati ons took place between WIIiam Becker, M. Becker,
Richard Neill (M. Neill) as attorney for BHC, and Dani el Denpsey
(M. Denpsey) as BHC s chief financial officer, for the
redenption of WIlliamBecker’s stock in BHC.* M. Neill drafted

an agreenent and encouraged WII|iam Becker to obtain independent

4 M. Denpsey acted as an internediary between M. Becker
and WIIliam Becker but did not advise anyone as to the terns or
contents of the agreenents.
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| egal representation. On March 14, 1991, WIIliam Becker hired an
attorney, Frank J. Reif (M. Reif). M. Reif read the agreenent
drafted by M. Neill, did not suggest any changes, and advi sed
W1 1liam Becker to sign the docunent.

On March 15, 1991, BHC and WIIiam Becker entered into an
agreenent (redenption agreenent), which stated in part:

NOW THEREFORE, in consideration of the nutual prom ses
and covenants hereinafter set forth, it is agreed by
and between R W LLI AM BECKER as Sel |l er and BECKER
HOLDI NG CORPORATI ON as Buyer as foll ows:

1. PRICE: Seller will sell and Buyer w |
purchase Seller’s entire common stock!® of BECKER
HOLDI NG CORPORATI ON consi sting of 1,000 shares of
$1.00 par at and for a purchase price of Twenty-
three MIlion Nine Hundred Fifty-Three Thousand
Ni ne Hundred Thirty-four Dollars ($23, 953, 934. 00),
together with interest at the rate of 10% per
annum on the unpaid bal ance, the sane to be
payable: * * *

2. CLOSING AND TERMS: The closing of this
transaction shall occur on April 1, 1991, at which
time Buyer will pay to Seller the down paynent of
$5, 000, 000 and will execute and deliver a
prom ssory note for the bal ance of the purchase
price payable as set forth above. The prom ssory
note shall be secured by a pledge of the Seller’s
common st ock

3. TERM NATION: Seller’s enploynment with
Buyer was term nated as of February 22, 1991, and
Seller’s authority to act on behalf of the
corporation term nated as of that date. Seller
shall be entitled to salary accruing to February
22, 1991. Seller has vacated his personal office
at Buyer’s headquarters and represents and

5 WIIliam Becker also owned shares of preferred stock which
were included in the sale. There is no dispute that all BHC
stock he owned, or had a beneficial interest in, was redeened.
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warrants that he has renoved therefromhis
personal effects only and all files, docunents,
data, and any information whatever pertaining to

t he busi ness of the Buyer will remain the property
of the Buyer and will remain on the Buyer’s

prem ses.

6. COWETITION. The Seller, R WIIliam
Becker, wll be free to engage in any and al
aspects of the citrus industry, including the
grow ng, picking, and packing of citrus fruit,
except that, for a period of three (3) years from
closing, Seller shall not directly or indirectly
engage in the processing or sale of citrus
concentrate or fresh juices; provided further,
Sel l er covenants and agrees that he will not
solicit the conpany’ s existing custoners or in any
way interfere wwth the Conpany’'s presently-
exi sting business relationships, nor wll he
provide to any person, firmor corporation any
i nformati on concerning the present business of
BECKER HOLDI NG CORPORATI ON that is not public
know edge, including without Iimtation, the terns
of said Conpany’s agreenent with Coca-Col a Conpany
or its subsidiaries, the Conpany’s custoner |ists,
t he Conpany’s narketing strategy, the Conpany’s
financial data, or other internal marketing or
production information of BECKER HOLDI NG
CORPORATION. The Seller will not in any way take
any action that would lead to inpairnent of the
Buyer’s currently-existing banking rel ationshi ps.

* * %

At the closing on April 1, 1991, BHC paid WIIliam Becker $5
mllion as a downpaynent. BHC al so executed a prom ssory note
for $18, 953,934, payable to WIIliam Becker, requiring annual
paynents of $5 million per year, including interest, on the first
day of April each year up to and including April 1, 1996. The
prom ssory note stated in part that “This note is issued pursuant

to that certain Agreenent dated March 15, 1991, by and between
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[BHC] and [WIIliam Becker] with respect to the redenption of the
[WI1liam Becker]’s stock by [BHC].” The prom ssory note al so
contai ned the follow ng provision:

The ternms and conditions of the Redenption
Agreenent are hereby incorporated into this Note. The
Maker shall have the right of offset against anounts
due and the right to defer or suspend paynents due
under this Note based on any breach by the Hol der of
the covenants contained in Section 6 of the Redenption
Agr eenent .

The transaction was further evidenced by a pl edge and escrow
agreenent which stated in part:

VWHEREAS, BECKER HOLDI NG CORPORATI QN, by Agreenent
dated March 15, 1991, has agreed to purchase fromR
W LLI AM BECKER at and for a purchase price of
$23,953,934.00 all of the Corporation’s comobn and
preferred stock owned by him and

VWHEREAS, a portion of the purchase price is
represented by a prom ssory note, (hereafter “NOTE")
and the parties desire to secure paynent of the sane,

NOW THEREFORE, in consideration of the paynents,
covenants and prom ses set forth in the aforesaid
Agreenent, and ot her good and val uabl e consi derati on,
it is agreed by and between BECKER HOLDI NG CORPORATI ON
* * * and R WLLIAM BECKER * * * as foll ows:

1. The covenants, prom ses and agreenents
set forth in the Stock Purchase Agreenent of March
15, 1991, and in particular Paragraphs 6, 7, and 8
t hereof, shall survive the closing and conti nue
bi ndi ng upon the parties.

As wth the redenption agreenent, M. Neill also drafted
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the prom ssory note and the pledge and escrow agreenent.® M.
Rei f suggested several changes to the prom ssory note and the
pl edge and escrow agreenent, but none of the changes were nade
and the docunents were executed as originally drafted by M.
Neill.

No fornmal appraisals determning the value of BHC or its
stock were nmade prior to the signing of the purchase docunents.
M. Becker and WIIliam Becker fixed the price thenselves. There
was no discussion at the tinme of the sale about allocating any
portion of the consideration to the covenant not to conpete.

In the fall of 1991, WIIiam Becker’s accountant, Richard
Lynch (M. Lynch), infornmed WIIiam Becker that BHC m ssed tax
advant age opportunities by not allocating any portion of the
consideration to the covenant not to conpete. M. Lynch
suggested that WIIliam Becker neet wth M. Denpsey (BHC s chi ef
financial officer) to discuss the possible allocation of a
portion of the purchase price to the covenant not to conpete in
exchange for additional consideration or a shorter nonconpete
period. In February 1992, WIIliam Becker and M. Lynch net with
BHC, M. Denpsey, and an accountant for BHC to di scuss redrafting
t he purchase docunents. However, the discussions term nated, and

no agreenent was reached.

6 We refer to the redenption agreenent, the prom ssory
note, and the pl edge and escrow agreenent collectively as the
“pur chase docunents”.
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BHC refused to pay to WIliam Becker the $5 mllion
install ment due April 1, 1992, because of its claimthat WIIliam
Becker had materially breached the covenant not to conpete. On
March 19, 1992, BHC filed a conpl aint against WIIiam Becker in
the United States District Court for the Southern District of
Fl orida all eging, anong other things, breach of contract. On
April 13, 1992, WIIliam Becker filed a counterclaimfor the
accel erated paynent of anmounts owed to hi munder the purchase
docunents. On March 7, 1994, the Federal D strict Court found
the covenant not to conpete to be valid but also found that there
was no material breach and held for WIIliam Becker on his

counterclaim Becker Hol ding Corp. v. Becker, No. 92-14057-Cl V-

JCP (S.D. Fla. 1994). BHC appeal ed the decision and, on March
27, 1996, the Court of Appeals for the Eleventh Grcuit (Eleventh
Crcuit) affirmed the District Court’s judgnment in favor of

W liam Becker, reversing and remandi ng to adj ust the damage

award for prejudgnent interest. Becker Holding Corp. v. Becker,

78 F.3d 514 (11th Gr. 1996). On May 22, 1996, BHC paid
$27,200,784 to WIIliam Becker in satisfaction of the entire
j udgnent .

M. Lynch prepared WIliamand Mary Ann Becker’'s Feder al
incone tax return for 1991. Due to the litigation then pending
in the Federal District Court, in which BHC sought to recover the

$5 mllion paid to WIliam Becker in 1991, WIIiam Becker wanted
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to delay the recognition of incone on that paynent. M. Lynch
suggested treating the paynent as an “option contract”, and thus
del ay recognition of incone on the paynent. WIIliamand Mary Ann
Becker tinely filed a Federal inconme tax return for 1991, did not
report the $5 nmillion paynent as taxable income, and attached a
“di sclosure statenent” explaining M. Lynch’s “option contract”
theory. 1In 1994, WIlliamand Mary Ann Becker were audited,
respondent rejected their treatnment of the $5 million paynent,
and they paid their Federal incone tax deficiency in full.

On its Federal consolidated corporate inconme tax return for
t he taxabl e year ended Septenber 30, 1991, BHC clai nmed an
anortization deduction of $1,061, 833 based on a reported basis of
$6, 371, 000 for the covenant not to conmpete. Neither BHC s tax
return for the taxable year ended Septenber 30, 1991, nor WIIliam
and Mary Ann Becker’'s tax return for 1991 is at issue in this
case.

On their Federal incone tax return for 1996, WIIiam and
Mary Ann Becker treated the paynent received from BHC on May 22,
1996, as capital gain attributable to the sale of WIIliam
Becker’s stock in BHC. On June 4, 2002, respondent issued a
notice of deficiency determ ning a deficiency of $615, 681 for
1996. The deficiency was the result of respondent’s
determ nation that WIIiam Becker nust recogni ze $5, 307, 600 of

t he paynent received fromBHC as ordinary incone attributable to
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t he covenant not to conpete. WIIliamand Mary Ann Becker filed a
petition with this Court on August 26, 2002, seeking a
redeterm nation of the deficiency.

On its Federal consolidated corporate inconme tax return for
t he taxabl e year ended Septenber 30, 1996, BHC clai ned an
anortization deduction of $5,307,600 attributable to the covenant
not to conpete. As a result of this and other deductions, BHC
generated a net operating loss in 1996 and filed a Form 1139,
Corporation Application for a Tentative Refund, to carry back
that loss to its taxable years ended Septenber 30, 1993,
Septenber 30, 1994, and Septenber 30, 1995. On January 30, 2003,
respondent issued a notice of deficiency disallowng, inter alia,
BHC s anortization deduction taken in 1996. Respondent
determ ned deficiencies in BHC s Federal inconme tax of
$1, 566, 852, $86, 973, and $245, 644, respectively, for BHC s
t axabl e years ended Septenber 30, 1993, Septenber 30, 1994, and
Septenber 30, 1995. BHC filed a petition with this Court on
April 29, 2003, seeking a redeterm nation of the deficiencies.

OPI NI ON

W Il iam Becker and BHC have divergent views regarding the
characterization of the transaction under review and its tax
consequences. W/ Iliam Becker contends that the total
consi deration paid under the purchase docunents is attributable

to his corporate stock in BHC, a capital asset, resulting in
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long-termcapital gain. See secs. 1221, 1222, 1223.7 If this
characterization were carried over to BHC s inconme tax return,
BHC woul d have, for the tax years involved, no anortization
deduction because it would not be acquiring an anortizabl e asset.
BHC contends that it purchased not only the corporate stock,
but also a covenant not to conpete, and that at |east $5, 307,600
of the consideration paid in 1996 should be allocated to the
covenant, resulting in an anortization deduction for that year.?
If this characterization of the transaction were carried over to
W 1iam Becker’s individual income tax return for 1996, he would
have to include the portion of the consideration received
attributable to the covenant not to conpete as ordinary incone.

See Sonnleitner v. Comm ssioner, 598 F.2d 464, 466 (5th Gr

1979), affg. T.C. Meno. 1976-249; Montesi v. Conm ssioner, 340

F.2d 97, 100 (6th Gr. 1965), affg. 40 T.C 511 (1963); Jorgl v.

Comm ssioner, T.C Meno. 2000-10, affd. per curiamw thout

publ i shed opinion 264 F.3d 1145 (11th Cr. 2001).

7 Unl ess otherwi se indicated, all section references are
to the Internal Revenue Code, as anended, and all Rul e references
are to the Tax Court Rules of Practice and Procedure.

8 See sec. 1.167(a)-3, Incone Tax Regs. Sec. 197,
requiring anortization of a covenant not to conpete ratably over
the 15-year period beginning wwth the nonth in which the
i ntangi ble was acquired is applicable, if an appropriate election
is made, for acquisitions after July 25, 1991. See Omi bus
Budget Reconciliation Act of 1993, Pub. L. 103-66, sec.
13261(g)(2) and (3), 107 Stat. 540, as anended by the Small
Busi ness Job Protection Act of 1996, Pub. L. 104-188, sec.
1703(1), 110 Stat. 1875.
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Respondent asserted protective deficiencies against both
W liam Becker and BHC, alternatively disagreeing with each
party’s characterization of the transaction, in order to avoid
bei ng “whi psawed” by alternative versions of the sane
transaction. After consolidation of the cases for a
determ nation of the issue, respondent has agreed with the
characterization of the transaction proposed by WIIiam Becker,
reserving the right to reverse his position should the Court hold
for BHC

| . Rel evant Casel aw

Courts have used a variety of rules to anal yze transactions
of the type at issue in this case, including the strong proof
rule, the nmutual intent test, and the Danielson rule. See, e.g.,

Better Beverages, Inc. v. United States, 619 F.2d 424, 430 (5th

Cr. 1980); Comm ssioner v. Danielson, 378 F.2d 771, 773 (3d G

1967); Ulnman v. Conmm ssioner, 264 F.2d 305 (2d Cir. 1959), affg.

29 T.C. 129 (1957). The instant case woul d be appeal able to the
Court of Appeals for the Eleventh Grcuit, barring a stipulation
otherwi se. The Tax Court will generally defer to the rule
adopted by the Court of Appeals for the circuit to which appeal
would normally lie, if that Court of Appeals has ruled with

respect to the identical issue. See &olsen v. Conm ssioner, 54

T.C. 742, 756-757 (1970), affd. 445 F.2d 985 (10th Cir. 1971).

The Court of Appeals for the Eleventh Crcuit has held that any
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case decided by Court of Appeals for the Fifth Crcuit (Fifth
Crcuit) prior to Cctober 1, 1981, will be binding precedent upon

it. See Bonner v. Gty of Prichard, 661 F.2d 1206, 1207 (11th

Cir. 1981). Therefore, we review the caselawin both the Fifth
Crcuit and Eleventh Grcuit in making our determ nations herein.

A. The Strong Proof Rule and the Miutual Intent Test

When first considering tax allocations in cases involving
covenants not to conpete, the Fifth Crcuit adopted the “strong

proof” rule set out in Ulnmn v. Conm ssioner, supra at 308, to

W t:

when the parties to a transaction * * * have
specifically set out the covenants in the contract and
have there given them an assi gned val ue, strong proof
must be adduced by themin order to overcone the
declaration. * * *

See, e.g., Sonnleitner v. Conmm ssioner, 598 F.2d 464, 467 (5th

Cr. 1979), affg. T.C. Meno. 1976-249; Dixie Fin. Co. V.

Comm ssi oner, 474 F.2d 501, 505 (5th Gr. 1973), affg. Stewart v.

Conmi ssioner, T.C. Menp. 1971-114; Balthrope v. Commi ssioner, 356

F.2d 28, 31 (5th Cr. 1966), affg. T.C. Meno. 1964-31; Barran v.

Commi ssioner, 334 F.2d 58, 63 (5th Gr. 1964), affg. in part and

revg. in part 39 T.C. 515 (1962).
However, in 1980, the Fifth Crcuit departed fromthe

“strong proof” rule. |In Better Beverages, Inc. v. United States,

supra at 425, the Fifth Grcuit adopted a mutual intent test,

citing Annabelle Candy Co. v. Comm ssioner, 314 F.2d 1 (9th Cr
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1963), affg. T.C. Meno. 1961-170, as the “sem nal case” on the
subj ect .

In Annabell e Candy Co., a dispute arose between the two

stockhol ders of Annabel |l e Candy Conpany (Annabelle Candy), which
resulted in one stockholder’s selling his stock to the

corporation. Annabelle Candy Co. v. Conm ssioner, supra at 2-3.

The agreenent provided that the stockhol der would be paid
$115, 000 over a period of tinme and included a covenant not to
conpete. 1d. at 3. The agreenent nmade no allocation of any
portion of the total consideration to the covenant, and there
were no di scussions prior to the signing of the agreenent
concerning the allocation of a portion of the purchase price to
the covenant. |[d. Subsequent to the signing of the agreenent,
Annabel l e Candy unilaterally allocated a portion of the purchase
price to the covenant not to conpete w thout the consent of the
st ockhol der and anortized the allocated portion on its corporate
tax return. 1d. at 4. The Court of Appeals for the N nth
Crcuit (Nnth Crcuit) stated:

In the purchase agreenent involved in the case before

us, there is no allocation of consideration to the

covenant not to conpete. While this is pretty good

evi dence that no such allocation was intended it is not

conclusive on the parties as would be the case if there

had been an express affirmance or disavowal in the

agreenent. * * * |t is true * * * that the covenant

not to conpete played a very real part in the

negoti ation of a final contract between the parties,

and was a val uable benefit to the petitioner. But if
the parties did not intend that a purchase price be
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allocated to this inportant and val uabl e covenant, that
intention nust be respected. * * *

* * * * * * *

Did the parties, not prelimnarily, but when they
signed the agreenent, intend to allocate a portion of
the purchase price to the covenant not to conmpete?

Id. at 7-8 (enphasis added).

In Better Beverages, Inc. v. United States, supra at 425,

Better Beverages purchased the assets of a soft drink business
|ocated in Victoria, Texas. A letter of intent signed by the
parties fixed a purchase price of $400,000 for all of the assets
of the selling conpany, except real estate and office equi pnent.
Id. at 426. The letter of intent nade no nention of a covenant
not to conpete and did not allocate, for inconme tax purposes, the
$400, 000 anong the various assets. 1d. Approximtely 3 weeks
after the letter of intent was signed, the parties consunmated
the transaction by use of a bill of sale whose terns were
consistent wwth the letter of intent except, inter alia, it

i ncluded a covenant not to conpete for 10 years. 1d. at 427.
The purchase price remained the sane and renmai ned unal | ocat ed
anong the various assets. 1d.

Better Beverages thereafter unilaterally allocated $244, 547
to the covenant not to conpete and anortized that anmount on its
tax returns. |d. The seller of the soft drink business nade no
allocation to the covenant not to conpete, treating its gain as

gain fromthe sale of capital assets. 1d. The Internal Revenue
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Service asserted protective deficiencies against both parties.
Id. at 426.

The Federal District Court granted summary judgnent in favor
of the seller of the business treating the gain as gain fromthe
sale of capital assets and rejected Better Beverages’ unil ateral
allocation in the absence of any evidence that both parties
agreed to the allocation. 1d. at 426-427. The Fifth Grcuit
affirmed the District Court, stating:

our rejection of Better Beverages’ unil ateral
assertions of value as an inadequate indicator of
actual cost basis is wholly consistent with the trend
anong other courts, in cases like this one, to require
the buyer to prove that the parties nutually intended
at the tinme of the sale that sone portion of the [unp
sum consideration be allocated to the seller’s covenant
not to conpete. * * * the nost efficacious nethod
and, ordinarily, the only truly reliable and
practicable way for a purchaser to satisfy his burden
in a case like this one is by proof of the parties’
specific agreenent, expressed or inplied, to allocate
sone portion of the lunp sum purchase price to the
covenant * * *, Better Beverages cannot travel this
snoot h road, however. * * * Better Beverages conceded
not only that no agreenment had ever been reached
regardi ng allocation of sonme portion of the price to
the covenant, but also that such a price or allocation
apparently never had been di scussed by the parties.

The ultimate inquiry is * * * what, if any, portion of
the lump sumprice actually was exchanged for the
covenant * * *,

Id. at 430-431 (enphasi s added).
The El eventh Circuit has never explicitly addressed the

mutual intent test set forth in Annabelle Candy Co. and adopted

by the Fifth Crcuit in Better Beverages, Inc. However, because




- 18 -

Better Beverages, Inc. was decided before COctober 1, 1991, it is

bi ndi ng precedent in the Eleventh Crcuit. See Bonner v. Cty of

Prichard, 661 F.2d at 1207. Additionally, the Tax Court applied
the mutual intent test in Jorgl, which was affirmed by the
El eventh Circuit in an unpublished per curiam opinion. See Jorgl

v. Conm ssioner, T.C. Meno. 2000-10. In Jorgl, we stated that we

woul d not apply the strong proof rule or the Danielson rule, see
infra, when a contract failed to make an all ocati on of purchase
price to a covenant not to conpete or did so in an anbi guous

manner. Jorgl v. Commi SSioner, supra. | nstead, we stated that

t he taxpayer mnust establish, by a preponderance of evidence, that
respondent’ s deficiency determination is erroneous, wth the
threshold inquiry being “whether the parties nmutually intended
that an allocation of the purchase price be nade to the covenant

at issue”, citing Better Beverages Inc. v. United States, supra

at 430. |d. | f such nmutual intent is found,

courts then proceed to eval uate whet her an allocation
conports with “economc reality”. * * * An allocation
will generally be given effect where “the covenants had
i ndependent econom ¢ significance such that * * * [the
Court] mght conclude that they were a separately

bar gai ned-for el enent of the agreenent.”

Jorgl v. Conm ssioner, supra (quoting Peterson Mach. Tool, Inc.

v. Comm ssioner, 79 T.C. 72, 81 (1982), affd. 54 AFTR 2d 84-5407,

84-2 USTC par. 9885 (10th Gir. 1984)).



B. The Dani el son Rul e

In Conmi ssioner v. Danielson, 378 F.2d 771, 773 (3d Cr

1967), Thrift Investnent Corporation (Thrift) offered to buy al
t he common stock owned by individual stockholders, including
Dani el son, for $374 per share. |In the agreenent of sale, Thrift
al | ocated $152 per share to a covenant not to conpete and $222
per share to the contract for the sale of stock. 1d. On each
paynment check, Thrift printed a notation that the paynent
represented a paynent for both the stock and the covenant not to
conpete. 1d. On their tax returns, Danielson and the other
st ockhol ders reported the paynents received as incone fromthe
sale of a capital asset. 1d. The Court of Appeals for the Third
Crcuit held:

a taxpayer who enters into a transaction of this type

to sell his shares and executes a covenant not to

conpete for a consideration specifically allocated to

the covenant may not, absent a show ng of fraud, undue

influence and the like on the part of the other party,

chall enge the allocation for tax purposes. W so

concl ude even though the evidence, as here, would

support finding that the explicit allocation had no

i ndependent basis in fact or arguable relationship with
busi ness reality. * * *

Id. at 777 (enphasis added). The Danielson rule, as adopted by
the Third Grcuit, is:
a party can challenge the tax consequences of his

agreenent as construed by the Conm ssioner only by
adduci ng proof which in an action between the parties
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to the agreement would be adm ssible to alter that
construction or to show its unenforceability because of
m st ake, undue influence, fraud, duress, etc.

|d. at 775.
Prior to Cctober 1, 1991, the Fifth Crcuit adopted the

Dani el son rule in Spector v. Conm ssioner, 641 F.2d 376 (5th Cr.

1981), revg. 71 T.C 1017 (1979). See Bonner v. Gty of

Pri chard, supra at 1207. The Eleventh Circuit has al so

explicitly adopted the Danielson rule. Bradley v. United States,
730 F.2d 718, 720 (11th Cr. 1984) (affirmng a District Court
hol di ng that paynents received were interest incone pursuant to a
sale rather than an option to purchase because the contract

called for interest paynents); see also Thonas v. Conm SSi oner,

67 Fed. Appx. 582 (11th Cr. 2003) (affirmng, inter alia, that
t he taxpayers were bound by the allocation to the covenant not to
conpete contained in a stock purchase agreenent), affg. T.C

Meno. 2002-108; Plante v. Conm ssioner, 168 F.3d 1279 (11th G

1999) (affirmng that the taxpayer was not entitled to a bad debt
deducti on and associ ated carryover | osses because stock purchase
agreenent was unanbi guous that advances were capita
contributions and not debt), affg. T.C. Menp. 1997- 386.

C. Positions of the Parties

W 1iam Becker and respondent contend that the Daniel son
rule controls. They argue that, because the purchase docunents

unanbi guously allocate the entire consideration paid in the
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transaction to the stock sold, the transaction should result in
capital gain to WIlliam Becker with nothing allocable to the
covenant not to conpete.

BHC contends that the Dani el son rule does not apply because
t he purchase docunents are anmbi guous as to an allocation of the
consi deration between the stock and the covenant not to conpete.
BHC argues that the mutual intent test set forth in Better
Beverages controls. BHC argues that, because the parties
mutual ly intended to allocate a portion of the consideration to
t he covenant not to conpete, the Court should rmake an i ndependent
determ nation of the econom c value of the covenant.

W liam Becker and respondent counter that, even if the
Dani el son rul e does not apply, none of the consideration is
allocable to the covenant not to conpete because there was no
mut ual intent to make such an all ocati on.

Regar dl ess of whether we apply the Danielson rule or the

mutual intent test set forth in Better Beverages, the result is

the sane. For the reasons discussed below, we find that none of
the consideration paid by BHC to WIIliam Becker is allocable to
t he covenant not to conpete.

1. Analysis Under the Danielson Rule

Under the Danielson rule, WIIliam Becker and BHC will be
bound to the unanbi guous allocations in the purchase docunents,

absent a show ng of m stake, undue influence, fraud, duress, etc.
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Commi ssioner v. Danielson, supra at 777-779. BHC does not argue

that the purchase docunents are unenforceable due to m stake,
undue influence, fraud, duress, etc. Instead, BHC argues that
t he Dani el son rul e does not apply because the purchase docunents
are anbiguous as to an allocation of the considerati on between
the stock and the covenant not to conpete. Contrary to BHC s
argunent, the purchase docunents repeatedly reflect the
unanbi guous allocation of the entire $23.9 mllion of
consideration to WIIliam Becker’s stock.

The Redenption Agreenent clearly allocates the entire $23.9
mllion of consideration to WIIliam Becker’s stock, stating:

1. PRICE: Seller will sell and Buyer w |

purchase Seller’s entire common stock of BECKER HOLDI NG

CORPORATI ON consi sting of 1,000 shares of $1.00 par at

and for a purchase price of Twenty-three MIlion N ne

Hundred Fifty-Three Thousand N ne Hundred Thirty-four

Dol lars ($23,953,934.00), together with interest at the

rate of 10% per annum on the unpaid bal ance * * *
[ Enphasi s added. ]

Li kew se, the pledge and escrow agreenent provides:

VWHEREAS, BECKER HOLDI NG CORPORATI QON, by agreenent dated
March 13, 1991, has agreed to purchase fromR WLLIAM
BECKER at _and for a purchase price of $23,953,934.00
all of the Corporation’s comon and preferred stock
owned by him [ Enphasis added. ]

VWil e the prom ssory note does not explicitly state that 100
percent of the consideration is being paid for WIIliam Becker’s
stock, as do the other purchase docunents, it does provide that
“This note is issued pursuant to that certain Agreenent dated

March 15, 1991, by and between [BHC] and [WIIliam Becker] with
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respect to the redenption of [WIIliam Becker]’s stock by [BHC.”
This provision indicates that the prom ssory note was given for
WIIliam Becker’s stock, not for the covenant not to conpete.

In an attenpt to overcone the clear |anguage of the purchase
docunents, BHC rai ses several argunents, none of which are
persuasive. First, BHC argues that “No specific anmunt was
mutual ly allocated to the covenant”. BHC is correct in asserting
that the purchase docunents do not explicitly state that zero
dollars are being allocated to the covenant not to conpete.
However, the purchase docunents repeatedly reflect the express
all ocation of the entire $23.9 mllion of consideration to
Wl liam Becker’s stock. As a matter of sinple arithnetic, no
portion of the consideration is left over to allocate to the
covenant not to conpete.

Second, BHC argues that the “in consideration” clauses in
the redenpti on agreenent and in the pledge and escrow agreenent
are “determnative of the issue of anbiguity”. BHC cites

Patterson v. Conm ssioner, 810 F.2d 562 (6th Gr. 1987), affg.

T.C. Meno. 1985-53, in support of its position. |In Patterson,
the Court of Appeals for the Sixth Grcuit (Sixth Grcuit)
declined to apply the Dani el son rul e because the sal es agreenent
di d not contain an unanbi guous allocation with respect to the

purchase price. The Sixth Crcuit noted the foll ow ng | anguage

in the sales agreenent: “As consideration for part of the



pur chase price

* * * Patterson agrees, sinultaneously with the execution of this

Agreenment, to enter into a Covenant Not to Conpete in the form

attached hereto”. 1d. at 567 (enphasis added). As the above-
enphasi zed | anguage i ndicates, the “in consideration” clause in
Patterson expressly tied the covenant not to conpete to part of
the purchase price at issue. See id.

In contrast, the purchase docunents in this case do not tie
part of the consideration to the covenant not to conpete. The
redenpti on agreenent provides that “in consideration of the
mut ual prom ses and covenants hereinafter set forth, it is agreed
by and between R. WLLI AM BECKER as Sel |l er and BECKER HOLDI NG
CORPORATI ON as Buyer as follows”. This clause does not tie a
portion of the consideration to the covenant not to conpete, and
it does not create an anbiguity in the purchase docunents.
Instead, it sinply indicates that each of the nunbered paragraphs
of the redenption agreenent is a part of the overall transaction,
i ncl udi ng paragraph one setting forth the purchase price and
par agr aph six containing the covenant not to conpete. The pl edge
and escrow agreenent provides that “in consideration of the
paynments, covenants and prom ses set forth in the aforesaid
Agreenment * * * it is agreed by and bet ween BECKER HOLDI NG
CORPORATION * * * and R WLLIAM BECKER * * * as follows”. Like

the “in consideration” clause in the redenption agreenent, this
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cl ause does not tie a portion of the purchase price to the
covenant not to conpete, and it does not create an anbiguity in
t he purchase docunents.

Third, BHC argues that, because the redenption agreenent
fails to mention WIIliam Becker’s preferred stock, the purchase
docunents are anbi guous. The redenption agreenent refers only to
WIliam Becker’s common stock and not to his preferred stock.
However, it is undisputed that the parties to the transaction
i ntended the purchase docunents to cover all of WIIiam Becker’s
stock, not just the common stock, and in fact all of his stock
was redeened. Additionally, the pledge and escrow agreenent
supports the intention of the parties by referring to both
W liam Becker’s common stock and his preferred stock. The
failure of the redenption agreenent to include explicitly WIIliam
Becker’s preferred stock does not render anbi guous the explicit
all ocation of the entire $23.9 mllion of consideration to his
stock, both common and preferred.

Finally, BHC argues that the parties’ failure to obtain a
formal valuation of WIIliam Becker’'s stock evinces anbiguity.
BHC s argunent is without nerit. BHC and WIIiam Becker clearly
agreed that BHC woul d purchase WIIliam Becker’s stock for $23.9
mllion, which indicates that the parties thensel ves val ued the
stock at $23.9 mllion. The absence of a third-party appraiser

does not render the purchase docunments anbi guous.
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We concl ude that the purchase docunents unanbi guously

al l ocated 100 percent of the consideration to WIIliam Becker’s

stock in BHC

[11. Analysis Under the Miutual Intent Test

The threshold question under the nutual intent test is
whet her, at the tine the purchase docunents were executed, BHC
and WIlliam Becker nmutually intended to allocate a portion of the

consideration to the covenant not to conpete.® Better Beverages,

Inc. v. United States, 619 F.2d 424, 429-430 (5th Cr. 1980);

Jorgl v. Comm ssioner, T.C. Meno. 2000-10. BHC argues that the

“parties nutually intended to allocate consideration to the
covenant.” To the contrary, WIIliam Becker, M. Neill, and M.
Denpsey all testified that, prior to the execution of the

pur chase docunments, there were no discussions regarding the
allocation of a portion of the consideration to the covenant not
to conpete. Likew se, during his deposition, M. Becker
testified that “nor was there ever any discussion about

all ocation. You keep using that word allocation, that was never

a thought in ny mnd or was never a consideration in the whole

® Because we find that there was no nutual intent to
allocate a portion of the consideration to the covenant not to
conpete, as discussed infra, we need not determ ne whether the
covenant had i ndependent econom c significance, was separately
bargained for, or what its econom c value was at the tine the
purchase docunents were executed. See Better Beverages, Inc. v.
United States, 619 F.2d 424, 430-431 (5th Gr. 1980); Jorgl v.
Comm ssioner, T.C Meno. 2000-10, affd. per curiamw thout
publ i shed opinion 264 F.3d 1145 (11th Cr. 2001).
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deal. It was an afterthought froman accountant’s standpoint.”?0
The testinony of those involved with the transaction, coupled
with the purchase docunents’ explicit allocation of 100 percent
of the consideration to WIIliam Becker’s stock, as descri bed
supra, clearly denonstrates that there was no nmutual intent to
allocate a portion of the consideration to the covenant not to
conpet e.

Despite the testinony and the clear | anguage of the purchase
docunents, BHC raises several argunents to support its contention
that the parties nutually intended to allocate a portion of the
consideration to the covenant not to conpete, none of which are
persuasive. First, BHC argues that the inportance of the
covenant to BHC is evidence of the parties’ mutual intent. The
record is replete with facts establishing the inportance of the
covenant not to conpete to BHC and W I I|iam Becker’s know edge of
its inportance to BHC. However, the inportance of the covenant
not to conpete does not denonstrate mutual intent to allocate a
portion of the consideration to the covenant. As stated by the

Court of Appeals for the Ninth Crcuit in Annabelle Candy Co. v.

Conmi ssioner, 314 F.2d at 7:

It is true * * * that the covenant not to conpete
pl ayed a very real part in the negotiation of a final
contract between the parties, and was a val uabl e

10 Pursuant to Rule 81(a), M. Becker’'s deposition to
perpetuate testinony was taken on Mar. 4 and 5, 2004. WM. Becker
died on Mar. 29, 2005.
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benefit to the petitioner. But if the parties did not

intend that a purchase price be allocated to this

i nportant and val uabl e covenant, that intention nmust be

respected. * * *

Second, BHC argues that the prom ssory note represented an
econom c allocation of a portion of the consideration to the
covenant not to conpete. This is not an accurate interpretation
of the prom ssory note. The prom ssory note contained an offset
provi sion whereby, if WIIliam Becker violated the covenants
contained in the redenption agreenent, BHC could offset the
anmount owed to WIIliam Becker by the actual damages caused to
BHC. This does not reflect the nmutual intent of the parties to
all ocate a portion of the consideration paid to the covenant not
to conpete.

Third, BHC argues that the discussions held fromthe fall of
1991 through February 1992 denonstrate the parties’ nutual
intent. During those discussions, the parties contenpl ated
allocating a portion of the consideration to the covenant not to
conpete in exchange for additional consideration. These
di scussions took place at |least 6 nonths after the transaction
and do not reflect the nutual intent of the parties at the tine
t he purchase docunents were execut ed.

Fourth, BHC argues that the disclosure statenent attached to
Wl 1liam Becker’s 1991 Federal income tax return denonstrates the

parties’ nmutual intent. At the suggestion of M. Lynch, WIIliam

Becker took a position on that return in an attenpt to avoid
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recognition of income on the $5 million received fromBHC in 1991
due to the fact that BHC had filed suit against WIIiam Becker
and was seeking to recover that noney. M. Lynch testified that
he knew the position was a weak one at the tine the return was
filed, and that this was the reason a disclosure statenent was
attached. The 1991 return and the attached di scl osure statenent
denonstrate an attenpt to defer recognition of inconme; they do
not denonstrate nutual intent to allocate a portion of the
consideration to the covenant not to conpete.

BHC al so cites Peterson Mach. Tool, Inc. v. Comm ssioner, 79

T.C. 72, 81 (1982), Jorgl v. Conm ssioner, supra, and Ansan Tool

& Manufacturing Co. v. Commi ssioner, T.C Meno. 1992-121, in

support of its assertion that “BHC neets the nutual intent test”.
However, Peterson and Jorgl are factually distinguishable, and
Ansan Tool applied a standard different fromthe standard
applicable in this case.

In Peterson, the contract explicitly provided that the | unp-
sum purchase price was for both stock and a covenant not to

conpete, and the contract expressly provided that “the covenants

are a material portion of the purchase price.” Peterson Mach
Tool, Inc. v. Commi ssioner, supra at 77, 82-83. In Jorgl, the

parties’ closing agreenment explicitly provided that $300, 000 of
t he $650, 000 total purchase price was being paid for a covenant.

Jorqgl v. Conm ssioner, supra. In both cases, the courts found
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that the parties nutually intended to allocate a portion of the

purchase price to the covenants. Peterson Mach. Tool, Inc. V.

Conmi ssi oner, supra at 83-84; Jorgl v. Conmmi ssioner, supra.

Unli ke Peterson and Jorgl, the purchase docunents in this case do
not explicitly allocate a portion of the consideration to the
covenant not to conpete, but instead explicitly allocate 100
percent of the consideration to WIIliam Becker’s stock. Peterson
and Jorgl do not support BHC s contention that the parties
mutual ly intended to allocate a portion of the consideration to

t he covenant not to conpete.

In Ansan Tool, the Tax Court utilized a test that is not

applicable in the Eleventh Grcuit, stating: “The Seventh
Circuit, to which an appeal in this case would lie, |ooks to al
the evidence pertinent to the covenant to determine if it has

i ndependent value and, if it does, to determ ne how nuch the

covenant is worth.” Ansan Tool & Manufacturing Co. V.

Conmi ssi oner, supra. The Tax Court then determ ned that, because

t he covenant not to conpete had i ndependent econom c val ue, a
portion of the purchase price was allocable to it. 1d. Under
the nutual intent test, the question is not whether the covenant
not to conpete had i ndependent econom ¢ val ue, but whether “the
parties nmutually intended at the tinme of the sale that sone
portion of the lunp sum consideration be allocated to the

seller’s covenant not to conpete”. Better Beverages, Inc. v.
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United States, supra at 430. Because the Court did not apply the

standard applicable in this case, Ansan Tool has no bearing on

our determ nati on.
Unli ke the cases cited by BHC, we find the facts in this

case to be substantially simlar to the facts in Annabell e Candy

Co. v. Conm ssioner, supra: (1) The transaction involved a stock

sal e and the agreenent included a covenant not to conpete; (2)
there were no di scussions about allocation of the price to the
covenant prior to or at the tinme the agreenent was signed; (3)

t he agreenent did not allocate any portion of the price to the
covenant; and (4) after the agreenent was signed, one party nade
a unilateral allocation of a portion of the price to the

covenant. Annabelle Candy Co. v. Conm ssioner, 314 F.2d at 2-4.

Simlar to the holding in that case and for all of the above-
stated reasons, we find that there was no nutual intent to
allocate a portion of the consideration to the covenant not to
conpet e.

| V. Concl usi on

The purchase docunents explicitly and unanbi guously allocate
the entire $23.9 mllion of consideration to WIIliam Becker’s

stock. See Conm ssioner v. Danielson, 378 F.2d 771, 779 (3d G

1967). At the time the purchase docunents were executed, there
was no nmutual intent to allocate a portion of the consideration

to the covenant not to conpete. See Better Beverages, Inc. v.
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United States, supra at 430-431. Therefore, we conclude that 100

percent of the consideration paid by BHC to WIIliam Becker is
allocable to the purchase of WIIliam Becker’s stock, and none of
the consideration is allocable to the covenant not to conpete.

I n reachi ng our hol dings, we have considered all argunents
and contentions nmade, and, to the extent not nentioned, we
conclude that they are noot, irrelevant, or w thout nerit.

To reflect the foregoing and the concessions of the parties
i n docket No. 6400-03,

Deci sion will be

entered for petitioners in

docket No. 13725-02, and

decision will be entered under

Rul e 155 in docket No. 6400-

03.



